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at least th : following: the management, equipment, and technology resources that applicants will

apply to the implementation; plans for handling service at points that are common to the two
applicants; plans for handling service with other railroads at specific common points and major
interchanges; measurement and publication of overall system performance during the
implementation period; a general approach to early detection and recovery from any service
problems that may arise, recognizing that solutions to service contingencies cannot be fully
developed in advance of the contingency; and any features of the system, such as routing or
terminal flexibility, that would be expected to help avoid or mitigate unexpected service
problems. For this purpose, the implementation period will generally be considered to be the
first 24 months follqwing consummation of the proposed transaction.”

The Board might also require applicants to identify the elements of service guarantees
that the merged railroad would negotiate with individual shippers.

Discussion. The Board states in the ANPR that, “whether or not a particular proposed
consolidation holds promise of significant service enhancing and cost reducing synergies, the
integration task is itself quite complex and time consuming, and has, in a number of recent
instances, been associated with severe service dislocations.” ANPR at 3. The Board requests
comment on “how our merger rules might best be revised to protect customers and shortline
railroads from merger-related service disruptions and the loss of adequate infrastructure and
capacity.” Id. at 7.

As noted, CN fully supports the Board’s initiative in developing means for better-
assuring that merger-implementation does not entail major service disruptions. As Mr. Tellier
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stated during the Ex Parte No. 582 proceeding, “our customers can be the beneficiaries of a new

railroad paradigm that emphasizes responsible growth and responsive customer service.” Tellier

. Statement at 7. Implementation is a part of this paradigm. “Accordingly, we think that it is time

to refine the public interest [standard] to respond to shipper concerns about severe post-merger
service disruptions.” Id. at 19.

If the Board wishes to amend its rules, rather than refine the public interest standard in
individual proceedings, CN recommends that the Board propose a guideline that would require
merger applicants to submit a Service Integration Pla.« addressing certain specified mat*~rs
relating to service during at least the first 24 months following consummation. Experience has
shown that, if severe merger-related service disruptions are going to occur, they are most likely
to do so during that initial period. The Service Integration Plan should describe the means by
which applicants will implement the transaction without major service disruptions, and should
address at least the elements described in the amendment to Section 1180.8(a) proposed above.

In addition, CN agrees that the Board, in assessing the financial viability of a proposed
merger, should consider the continued ability of the :carriers involved “to acquire new or utilize
existing ir. Fastructure and capacity.” ANPR at 6. As Mr. Tellier stated in the Ex Parte No. 582
proceeding: “Future applicants should . . . be prepared to demonstrate that their cash flows and
debt levels will permit them to respond with alacrity to any service problems that require
additional financial resources.” Tellier Statement at 24. Similarly, the Board should assess
whether either railroad proposing to combine is still suffering from any problems associated with
earlier consolidations, and whether the proposed transaction “is more like the past consolidations
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that have yieldéd efﬁmcncles without service disrup! . more like past pro

transactions.” 1d. at22.

Board “examine the financial terms carefully v
disruptions and any harmthat could result ﬁ'o
agrees. CN notes that ttus mqmry sho‘u‘ld‘includei the amount of debt involved in ilic ;ransactmn,
and its effects on the merged railroad’s po#t of capital and on the speed with %vhich the mefgéd’.i" :
railroad might be unpelledto attempt complete implementati ’Qf;" uansactlion.

More genefalvlyi,ib;' Veltturo poihts ou ‘

expressed by the Secrel;aryaxe the “general




ééucies mean théfme g
failure, which becomes partlcularly important in‘the face of competition from other miodes and
from overseas '1mp 1d. at 22. Mergers willalso red risk of failure msofar as‘they
p_qrtfolio, thgreby reducing eir

reliance on a smgle(or smaller) set of industries. 3. This added scope can make

railroads “better able to survive a significant transt wrturn in a given industry,” and may

increase their ablhty “to reconﬁgure their nefwo:

business due to mcreased competltxon through,the global. economy, orin response to “changmg
trade patterns that pr&s‘ent-’new opportum”’es‘ for rail trans; ion.” Id. at 23
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See ANPR : ‘ 4. The remainder of CN’s comments in'this section will focus on




Neverthe]g:s's; tﬂ_’e Board may wish to eiémiﬁg the “duopoly™ question outside the

boundaries of any one wierger proceeding, without, in the end, prejudging the inerits of any”

individual transaction. tf the Board wishes to pursue these issues as a matter of general,

industry-wide policy, a sound approach would be an‘cxpe ; formational proceeding for theb'

purpose of hearing views and enriching the understandiz ie “duopoly” question by the :

Board and alt raikéads and their constituencies.. Th;

rules or guidelines. Instead, it would draw in:to phe s best information and analyses tha

are available in advance of a proposal for a particular Bast-West transaction.

The Board could, for example, invite comment on the kinds of efficiencies thata

transcontinental railroad could bring, the exnstmgor tential demand for such services, the

bearing of globalization and international trade, ways tifying relevant markets for

competition analysis, the significance of the vié?fcué comp: in two-railroad markets that. :
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proceeding. -

: g'zther:ﬁbwnstréam Trans:ictim_n Issues

the Board shoiild stay with its present rule that gencrally bars consideration of downstream
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approve a transaction that is consistent with the public interest; and which leaves restructurin

the initiative of private indusiry."?
Moreover, taking into account downstream transactions would present intractable
problems of analysis and, in the end, would not be susé_'é_ptiblebf princijiied <ecision makmg 3

For example:

] If the Board attempted to weigh the public benefits of a pending transaction . b
against public'costs of a downstream w would it discount for 'the
greater uncertainty of the costs of the downstream transachon"

L If the Board attempted to welgh the pubhc costs of the pending transaction agamst‘
public beneﬁts of the downstrear transa would it discount for the':;-
greater uncertamty of the benefits of the downstream transacuon?

° If the Board attempted to weigh public costs that the, pending transaction would
somehow i mpose on a downstream ow ‘would it discount for. the .
uncertainty concerning the particulars (e.g;, the operatmg plan, traffic diversions,
management and financial structlire) of the downstream transaction?

[ ] And would the Board not then also be ited igh public costs that the
downstream transaction would impose on'the pending transaction?

In short, the unlikely potential 'Beneﬁts of cpnsidéﬁhé down treamn transactions do not warrant

repeal of the present rule.

That concliision'ié':onl}??éuengthened by the fact thiat the costs of expanding control

proceedings to encompasg"aqﬁésweam effects would be tremendou ’{: That woul(i be true

m'I‘he small hkehhood that routme consxderatlon _of downstn transactiohs Wﬁhld yieiﬁ




whether the consideration is limited to announced downstream transactions, or exten




transaction, which then does not occur.!! Considerdtion of downstream transactions carries the
risk of erroneous denial of the pending transaction. This nskxs far greater than the risk of

erroneous approval from not considering downstream: transactlons, as shown by the falling rates

and increasing output that has occurred during the period {éft;iérgers since the Staggers Act. The
risk of erroneous approval is especially diminished by theavaﬂabmty of oversight conditions of
the type imposed in recent mergers, which, for example, keepthe Board’s doors open for
evidence of anticompetitive behavior.

The difficulties would be even worse if the Board were to consider hypothetlcal

transactions, rather than announced transactions.”? In that event d:scovery w0uld extend to the -

UCN proposes that, before the Board considers evidence relating to a downstream
transaction, the parties to that transaction be required to demonstraxe that it is contingent on
consummation of the pending transaction. That reqmrenient, however, does not eliminate the
risk described here of erroneous denial, because the Board carinot force parties to the
downstream transaction to apply for Board approval or to cons‘ e their transaction if
approved. :

2The scope of the Board’s inquiry appears to go beyorid Jthe downstream effects that are
addressed (and excluded from control proceedings) by the pro
relate to announced traisactions. As the Board is aware; its present rule was ﬁrst stated in St.
Louis S W. Ry. = Pur.— Rock Island, 363 1.C.C. 323/(1980), here the issue was whether fo.
reopen the record to take account of the Santa Fe/South P, c 'transacuon, which had-been
announced during the' pendency of that proceeding. Th ent nile addresses that question
(“events can occur dunng {agency] consideration of a ‘consolidation,” Section 1180.1(g)
(e¢mphasis added). Theagency did not even conside s v xphcltly to'rule out _
consideration of unannounced transactions, and it is dpubtful that anyone had ever advanced the
notion of consxdenng unannounced transactxons ‘Nevertheless, the'Notice in thls proceedmg,







the definitive merger agreement in the downstream transaction to be contingent on approval of

the pending transaction, before it will be considered in the pending proceeding, and the Board
should require the parties to that transaction to establish that their transaction is in fact a
consequence of the transaction under review, such that they would abandon their transaction if
the transaction under review were not consummated for any reason. Parties to the downstream
transaction should also have to establish their bona fide intent o present an application to the
Board and to consummate their transaction if approved with acceptable conditions, if the pending
transaction is consummated.

At the same time, in light of the unlikely benefits and likely costs discussed above, the
Board should state explicitly in section 1180.4(f)(5) that it will waive the present rule “only
when there are substantial reasons for doing so and the Board has strong reason to believe that
the probative value of evidence relating to announced downstream transactions will outweigh the
increased complexity and delay of the control proceeding.” The guideline should further state
that evidence concerning downstream transactions is not a required part of applicants’ prima
facie case. The parties to downstream transactions or other persons should have the burden of
coming forward in the first instance and offering veasons why the downstream transaction means
that the transaction under review is not in the public interest. At that stage, the downstream

issues would be in play and the parties can develop the record accordingly.
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. MAINTAINING SAFE OPERATIONS

The ANPR notes that in the recent major rail merger proceedings it has required the
applicants to work with FRA to formulate a “Safety Integration Plan™ (“SIP™), and that the Board
and FRA have already instituted a joint rulemaking to elaborate further the requirements for
SIPs. Accordingly, the Board sees “no need to address the SIPs process further in this
proceeding” and it intends to “‘continue to require SIPs on a case-by-case basis, where
appropriate, until the SIPs rulemaking proceeding is concluded.” ANPR at 6.

CN is committed to the safety of all its operations in the U.S. and Canada. CN also has
first-hand experience with the SIP‘ process from the CN/IC proceeding, where it proposed to
prepare a SIP before it was required to do so. CN (and BNSF) have already indicated their
intention to file a SIP in connection with their application in Finance Docket No. 33842, and had
already begun informal consultations with FRA before the Board issued its “moratorium™
decision on March 17, 2000, in Ex Parte No. 532.

Based on this experience with the benefits and flexibility of the SIP process, and the fact
that a rulemaking on this subject has already gone through several stages, which should put the
Board in a good position to act without the need for further proposals or comments, CN agrees
with the Board that no further rulemaking proceedings are needed on this subject.

V. PROMOTING AND ENHANCING COMPETITION

Recommendation: Many of the competition issues posed by the ANPR, including
mandated physical access and separate regulation of “bottleneck™ rates, are industry-wide issues,
unrelated to particular transactions. If the Board wishes to consider new guidelines to address
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these issues, it should begin a separate generic proceeding, parallel and contemporaneous with

Ex Parte No. 582 (Sub-No. 1).
Discussion. The Board states in the ANPR that:

with the industry far more concentrated than it was when our current
regulations were fashioned; with the prospect that any further major rail
merger would trigger strategic responses that could lead to a
transcontinental rail ducpoly; and with only limited opportunities
remaining for significant merger-related efficiency gains — the time has
come for us to consider whether we should revise our rail merger policy
. . . with an eye towards affirmatively enhancing, rather than simply
preserving, competition.

ANPR at 4.

CN does not believe that the provisional conclusion follows logically frorm the premises
stated by the Board, but that is not the issue here. The proposals advanced by various parties for
“enhancing” competition largely involve forced physical access to bottlenecks through trackage
rights or switching, or mechanisms that would result in the regulation of bottleneck rates; CN
will refer to both as “access.”® CN does not believe that the Board should or could legally use

its conditioning power to increase competition. If the Board belicves that the time has come to

conduct a general inquiry into whether and when to mandate access, it should open a separate

BThe ANPR identifies (a) physical access through trackage rights over bottleneck
segments, mandated switching within and adjacent to terminal areas, or requiring new through
routes at Board-ordered interchange points when the shipper has a contract for the competitive
segment beyond that point, and (b) separate contracts for the competitive portion of joint-line
routes in order to enable regulation of the rate for the bottleneck segment. ANPR at 7-8. The
Board also invites comment on the “one-lump” theory, but does not raise any issue about the
analytic soundness of the theory. Instead, the Board asks for comment on whether it should
condition mergers on access in situaijons where the one-lump analysis applies. The arguments
against doing so are the same as those relating to access, discussed in the text.
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docket for that purpose, and invite comments on the merits of access for the entire industry,

outside of the merger context.

CN does recognize that bottleneck rates present a merger-specific issue in one
circumstance, where the shipper prior to the merger would have been entitled to regulation of a
bottleneck rate under the Board’s “contract exception” to the general rule that a carrier that offers
single-line service or participates in a joint rate between an origin and destination may not be
required to quote a separate rate for the bottleneck segment. By creating a new single-line route,
a merger could remove this regulatory option for the shipper. Accordingly, CN would not
oppose a Board policy to apply the contract exception post-merger in circumstances where it
would have been available pre-merger.

Outside of that one narrow area, a separate inquiry with respect to access is the proper
course for at least four reasons. First, the merits of access, which have long been debated, are
unrelated to mergers, which the Board does not allow to create bottlenecks. Access issues are
industry issues, and should be treated as such.

Second, to use the conditioning power to increase competition world likely exceed the
Board’s conditioning authority, broad as it is. The Board must approve a merger that is
“consistent” with the public interest. The merger need not advance or promote the public

interest.'* A merger that creates no bottlenecks and that is otherwise consistent with the public

14 gt. Louis S.W. Ry. — Purchase — Alton & S. R. R., 342 1.C.C. 498 (1972), 1972 ICC
Lexis 2, at *33-34: “The phrase “consistent with ihe public interest’ means compatible with, or
not contradictory or hostile to the public interest. Under Section 5(2), the test is whether the
transaction ‘will be consistent with the pr+lic interest,” and the phiase does not connote a public
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interest does not become inconsistent with the public interest in the absence of access. And the
Board’s authority to impose conditions is bounded by the public interest standard that governs

the transaction. Lamoille V. R.R. v. ICC, 711 F. 2d 295, 301 (D.C. Cir. 1983)."

Third, to impose access ccaditions would be an unwise use of the conditioning power,
quite apart from the intrinsic arguments for or against access. The ICC stated in the SF/SP
decision that it would not use the conditioning authority to undertake “major restructuring” that
could have “significant unforeseen consequences.” To impose access conditions, however,

would entail just that risk. As recently as 1998, in its decision in Review of Rail Access and

Competition Issues, STB Ex Parte No. 575 (STB served June 11, 1998), the Board stated that (a)
no one had showed how access would permit railroads to “recover sufficient revenues to cover
system costs and support reinvestment in ine rail facilities that shippers require;’ and (b) the
“shape and condition of the rail system that access would produce” was unresolved; “it is quite
possible that open access would produce a smaller rail system . . . that would serve fewer and a
different mix of customers . . ..” In other words, in the langnage of SF/SP, use of the
conditioning power to achieve access would entail “major restructuring” that could have

“significant unforeseen consequences,” not only with respect to revenue adequacy but the very

benefit to be derived or require the promotion of the public interest. See Merchant’s Dispatch,
Inc. — Purchase - Smathers, 25 M.C.C. 407, 409; Southern Ry. — Control — Central of Georgia
Ry. Co., 317 1.C.C. 557; Chesapeake and O. Ry. Co. — Control — Baltimore & O.R. Co., 317
1.C.C. 261, 285; and Great Northern Pac. — Merger — Great Northern, 331 1.C.C. 228, 247.”

““Moreover, had Congress intended to allow the STB to condition mergers in order to
“promote” competition, it would have so indicated in the ICCTA, but it did not do so.

32




size, configuration, and service-mix of the national network. Again, thosc are industry issues to
be examined in a separate proceeding.

Fourth, if access were to become a cost of merging (and an opportunity presented by
merging if the standard access condition required reciprocity on the part of any railroad using the
condition), decisions about mergers would no longer turn on the intrinsic benefits and costs that
result from the merger itself. Access would become a separaie calculus, which could deter
otherwise profitable mergers or cause otherwise urprofitable mergers, with the effect of
distorting capital markets and otherwise impairing efficiency. As Dr. Vellturo states: “The
imposition of costs unrelatad to gproposed cowmnbination would distort the incentives of railroads
to undertake welfare-enhancing business combinations and thereby reduce welfare absent the
regulation.” Vellturo Statement at 12.

The Board also invites comment on use of its conditioning power to require merger
applicants to maintain open gateways for all major routings. CN has committed in connection
with its BNSF proposal to maintaining open gateways. Unlike access, this issue does relate, at
least in theory, to possible effects of a merger, in the form of inefficient vertical foreclosure. The
ICC and Board dealt with this possibility on a number of occasions, and concluded that merged
railroads continue to have sfrong incentives to use the most efficient routes, including interline

routes where the merged railroad’s single-line route is less efficient (has higher variable costs).'

1SUnion Pac. Corp. — Coutrol — Chicago and North Western Trans. Co., Finance Docket

No. 32133, Decision No. 25, ICC served March 7, 1995, slip op. at 84-85, 87-89, 98; UP/SP, slip

op. at 128-29.
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There is no evidence that there have been inefficient rouings following any of th. major end-to-

end mergers of the last twenty years. The risk of attempting to fashion a rule to prescribe how
merging railroads are to maintain gateways is that there will be effects similar to those that were

caused by the ill-fated DT&I conditions, which took away merger efficiencies and forced

inefficient routings.!” In the absence of a demonstrated problem. the Board need not impose
prescriptive requirements on merger applicants. Mcfger applicénts should be requirud to propose
some form of commitment to the maintenance of open gateways.
VI. SHORTLINE AND REGIONAL RAILROAD ISSUES

The Board correctly notes in the ANPR that many of the concerns expressed in Ex Parte
No. 582 by shortline and regional railroads are subsumed in issues relating to service and
competition. ANPR at 8. The ANPR requests additional comment with respect to further

suggestions that merger applicants be required to submit plans for “promoting” the viability of

"The Commission summarized, in NS, 366 1.C.C., 241, n.97: “Until recently, the
Commission had automatically imposed traffic protective conditions known as ‘DT&I
Conditions.” See Detroit, T. & 1. R. Co. Control, 275 L.C.C. 455 (1950), which required a
merged system to keep open all preconsolidation routes and channels of trade. These conditions
had been construed to require rate equalization between routes impacted by the consolidation
.... We recently determined that the DT&I Conditions were inconsistent with a competitive
environment and both eliminated such conditions previously imposed and announced that we
would not impose them in the future. See Traffic Protective Conditions, 366 1.C.C. 112 (1982)
....” Without disagreeing with the ICC’s general conclusions in Traffic Protection Conditions
the Sixth Circuit reversed, on the ground that the ICC “must conduct individual hearings on cach
previously approved merger before it can find that revocation of DT &I conditions imposed on
that merger is appropriate.” Detroit, T. & I. R.R. v. United States, 725 F.2d 47, 51 (6™ Cir.
1984).
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existing regional and shortline railroads, based on the “Bill of Rights” advocated by the

American Short Line and Regional Railroad Association. Id.

CN has important relationships with shortline and regional railroads, which provide
origination and termination functions that are essential for certain traffic. CN notes that AAR
will be entering into negotiations with shortlines concerning possible changes to the Rail
Industry Agreement entered into by the Class I r#ilroads and the shortlines in 1998.

As with other issues raised by the ANPR, the Board’s merger policies with respect to
shortlines should not seek to resolve issues not created by mergers, or to enhance the position of
shortlines in comparison with + =*r pre-merger situation. Such issues as “paper barriers,” “steel
barriers,” pricing issues, and equipment supply, are not properly a part of merger policy. CN’s
" proposals for Service Integration Plans and for service guarantees to shippers should largely
address shortline concerns that are related to mergers, as these proposals are designed to and will
have the effect of reducing the likelihood of merger-related service disruptions. CN’s proposals
for maintenance of existing significant gateways will also address merger-related shortline
concerms.

Vil. EMPLOYEE ISSUES
The ANPR invites comment on whether the Board should require merger applicants to
forego the statutory override of collective bargaining agreements (so-called “cram-down™), and

whether standard New York Dock ~ Conirol — Brooklyn E. D. Term., 360 1.C.C. 60 (1979)

(“New York Dock™) protections should be expanded from the present six years, for example, to
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ten years. ANPR at 8. (The ANPR also invites comment on other unspecified “concerns” of rail
employees; not knowing what these are, CN will wait for the reply comments to address them.)

CN believes as a general matter that rail mergers; in the future should be win/win for all
rail constituencies -- shippers, labor, and stockholders. CN, accordingly, has agreed to negotiate
with each union the solution to the override (so-called “cram-down”) of collective bargaining
agreements if it merges with BNSF. The Board, however, must adhere to Congressional limits
on its authority, and could not itself eliminate statutory override by rule, or condition merger
approval on waiver. If the Board were to conclude that statutory override should be eliminated,
the proper course would be to convey that recommendation to Congress. CN is favorably
disposed to such legislation in principle.

The six-year protection of New York Dock was of course first adopted in that case. It has
proven to be genérally workable (and provides protections more beneficial to employees than
separation packages applied to hourly workers in non-railroad private industry). Any claims that
the New York Dock protections should be enhanced are best made and evaluated with respect to
a specific transaction. Any other approach would lead to choosing an arbitrary period; there is no
generic reason that would justify, for example, ten rather than six years. The Board has
augmented New York Dcck conditions in particular cases. For example, in the CN/IC decision,
the Board augmented those conditions by extending them to employees who choose not to follow
cheir work to Canada. Canadian Nat’l Ry. — Control — Illinois Cent. Corp., STB Finance Docket

No. 33556, Decision No. 37, slip op. at 57 (STB served May 25, 1999) (“CN/IC™).

!
i
i
|
o

36




VIIl. “THREE-TO-TWO” ISSUES

The Board has invited comment on “whether and how our assessment of ‘three-to-two’
effects should be reflected in our new merger rules, or whether this issue is best left to a case-by-
case examination based on the individual circumstances of each case, as it has been in the past.”
ANPR at 9. This issue should be left to case-by-case determination.

The Board’s case-by-case approach to three-to-two issues loﬁks at both actual experience
and reasoned prediction based upon economic analysis and logic. In Union Pac. Corp.— Control
and Merger — Southern Pac. Rail Corp., Finance Docket No. 32760, Decision No. 44 (STB
served Aug. 6, 1996) (“UP/SP™), for example, the Board cited relevant experience to conclude
that railroads “can and do compete effectively with each other in two-railroad ma;rkets.” UP/SP,
slip op. at 117. The Board noted the “decreasing rates in two-carrier rail markets under Staggers
Act deregulation,” and the vigorous competition between BNSF and UP in the Powder River
Basin, and CSX and NS in the East. Id. at 117, 118. The Board found “no evidence that
railroads have colluded, overtly or tacitly, to maintain inefficient operations, unresponsive
service, or above-market rate levels.” Id. at 118. These reasons were upheld by the Court of
Appeals in Western Coal Traffic League v. STB, 169 F.3d 775, 779 (D.C. Cir. 1999). A further,
dramatic, illustration of intense two-railroad competition is in th - rivalry between BNSF and
UP/SP in the West on the rontes where BNSF received trackage rights in the UPSP merger. That
trackage rights condition was attacked precisely on the grounds that it would lead to collusion

between the two railroads. See UP/SP, Slip op. at 116-17. Yet, over three years later, the Board

found that:
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all indications are that both the UP/SP merger and the competitive conditions we
imposed in UP/SP Merger are continuing to strengthen competition for railroad
transportation in the West. Despite the participation of hundreds of shippers
throughout the merger process and in our follow-up proceedings, no shipper has
appeared here to even allege that this merger has resulted in any competitive
harm.

UP/SP General Qversight, STB Finance Docket No. 32760 (Sub-No. 21), Decision No. 15 at 5
(STB sérvcd Nov. 30, 1999). DOT shares this overall assessment of “competitive benefits.”
Id."* The tremendous increase in rail output (revenue ton-miles) and decrease in real rates over
the last two decades -- indicating that overall industry performance is competitive -- further
supports the Board’s view that railroads do compete vigorously in two-railroad markets."

In addition to looking at actual experience, the Board also employs the tools of economic
analysis in assessing the likelihood that a reduction from three-to-two competitors would reduce
competition. This analysis examines the likelihood that the merger would incréase the incentive
or the ability of the two railroads in the formerly three-railroad market to profitably sustain tacit
collusion. In UP/SP, and again in CN/IC, the Board found a number of industry characteristics
that militate against a reduction in competition. These included the “heterogeneity of rail
service, which would make it very difficult to maintain a tacitly agreed rate level”; the “secrecy

about rail price and service offerings that now characterizes the rail industry”; and the

8Further and detailed evidence of the vigorous compétition brought about by the BNSF
trackage rights can be found in BNSF’s most recent Quarterly Progress Report in Finance Docket
No. 32760. BNSF-PR-14 (Jan. 18, 2000).

For example, revenue ton-miles increased by 63% between 1973 to 1998, and real rail
rates fell by 46% between 1982 and 1996. Vellturo Statement at 7-8,
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“significant economies of density and scope exhibited by railroads, “ which create “strong
incentives for railroads to compete for all profitable volumes, rather than tacitly agreeing to an

above-market rate level that restricts service,” UP/SP, slip op. at 267; accord CN/IC, slip op. at

29.%® These incentivés to compete are, if anything, increasing as a result of globalization:
“source-and-destination based opportunities for products transported by North American
railroads have expanded markedly as a result of trade liberalization in the U.S. and abroad.
These increased opportunities place greater pressure on railroads to compete for traffic.”
Vellturo Statement at 21. Also, as the Board has recognized, where competition from other
modes 1s significant, that is another factor making it unlikely that a reduction in the number of
rail competitors from three to two would reduce competition. UP/SP, slip op. ai 119.2' As Dr.
Vellturo concludes, a ‘;presumptive finding of competitive harm in ‘three-to-two’ corridors or at
‘three-to-two’ shippers with respect to rail iransportation is ill-advised, given the vastly complex
arena within which railroads interact and compete.” Vellturo Staiement at 20.

The Board’s approach combines experience and economic logic, and is consistent with
the dramatically falling prices and increasing output of the industry, which are the key indicators

of sirong competition. This approach has proven accurate, and it is flexible enough to take

®These are among the elements looked to under the framework established in the
DOJ/FTC Merger Guidelines for the analysis of the likelihood of tacit collusion from a merger.
See U.S. Department of Justice and Federal Trade Commission Horizontal Merger Guidelines
(1992) § 2.1, reprinted in 4 Trade Reg. Rep. (CCH) § 13,104,

In UP/SP, the Board noted that the very fact that a merger will result in cost-reductions
for the merged railroads is a “dynamic element” (in effect, a “downstream effect”) which will
“offset” any “limited ability . . . to raise rates over costs.” Id. at 120.
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account of any factors that bear on the likelihood of a reduction in competition from a three-to-

two change. There simply is no reason to change it.
1X. MERGER-RELATED PUBLIC INTEREST BENEFITS

The ANPR asks for comment on “how claims of public interest benefits should be treated
under our merger rules.” ANPR at 9. The ANPR notes fhe suggestion by some that “merger
applicants be required to show that any claimed synergies or other public interest benefits could
not be achieved short of merger, through marketing alliances or cooperative operating practices.”
Id. And it notes the additional suggestion that the Board “should conduct post-merger
monitoring to help ensure that the projected benefits are agtually realized.” Id.

In UP/SP, the Board rejected the suggestion that applicants should “have the burden of
proving the negative proposition that merger benefits cannot be obtained through any means
short of merger,” slip op. at 111. The Board rejected this “novel” approach, which, it correctly
noted, “goes against the grain of our statute.” Id. Under the ICC’s and Board’s longstanding
approach, parties opposing a merger are free to offer evidence to draw into question the
transaction-relatedness of various public benefits. The Board evaluates such evidence while
avoiding close second-guessing of business judgments, management initiatives, and shareholder
votes. That is as it should be. There is no basis for a fundamental change to this approach.

Some parties during the Ex Parte No. 582 hearing cited the reduction in the number of
Class I railroads, and the development of information technology (“IT™), as reasons for a
different (but unspecified) approach to issues of merger-dependency. To take the first of these, a
smaller number of railroads may of course be able to resolve certain prdblems that a larger
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effectiveness of the Board’s standard types of conditioﬁs, a general rule foi ﬂpst;transagnon :
monitoring of public benefits would serve no purpose.
Moreover, turning applicants’ good-faith estimates of publi,c benefits into beneﬁty-by— :
benefit “guarantees” would needlessly chill beneficial transactions. And moliitoﬁng would
require railroad managements to explain to the Board when changing conditions made it =
preferable to pursue efficiencies, investments, or service enhancements, other than those
described in the application, and would involve the Board in second-guessing ina.rket analyses
and business judgments. Timing issues would be difficult; suppose, for example the merged

railroad was realizing projected gains, but more slowly than a.ntlclpated Or, suppose it had

realized some benefits more rapidly, or to a greater extent, than projected in the applica‘tion,fand
other benefits more slowly or to a lesser extent than predicted;»wquvld there be a netting? Or, ,
suppose the rai]road had failed to realize certain projected beneﬁts but had realized others not
anticipated in the application.?® Further, it is not at all evident what an appropri ate remedy would
be in the event that, under some standard, the Board concluded that the merged talh'oad was not

satisfactorily realizing projected benefits. The Board should not_,pmpose arule with respect to ,

post-transaction monitoring of benefits.

. %InUP/SP, the Board noted that BNSF had pro_]ected ’annual
- that subsequent to consumination had identified another $40¢
' 110 &n.108.




X.  CROSS-BORDER ISSUES

The Board stated three potential concerns in the ANPR'with respect to so-called “cross - ;

border issues.” ANPR at 10. First, cross-border ownershxp could potentially impact FRA and ."k
the Department of Defense (“DoD”) — specifically, crosS-Bdrder ownership could lead to o
“uncertainty” about “the adequacy, consistency, and effectiveness of extra-territorial oversight”
with respect to “FRA’s ability to exercise its safety authori&,” and “predominant foreign control
of a large U.S. railroad might adversely affect our nation’s defense operaﬁon#,” because DoD
“relies on rail transportation in wartime.” Id. Second, “foreign control of railroads operaﬁng in
the United States could lead to traffic shifts that could:hzvﬁ/re sighiﬁcant adverse financial imfsacts
on U.S. ports and waterway systems.” Third, “a merger of a Cmié@ian carrier with a large U.S.
carrier could unfairly disadvantage [U.S.] product in competition thh Canadiéu grain and
lumber in our domestic markets.”

These “cross border issues” require no merger rules. Even bg:‘fore the CN/IC merger,
there was a long history of major U.S. railroads’ being owhe’d or cor;&olled by Canadian
railroads.”® There has never been any showing of adverse 1mpactson safety, natmnal defense,

service to U.S. shippers, or port traffic. Concomxtantly, the ma]or U S railroads (w1th the




exception of iny UP) operate in Canada, aiso witﬁ;iut tai;sirig, on either side of the border, the
cross-border oonceynvlsi mentioned in the ANPR. %

The long history of cross-border oﬁas&p and operation thus demonstrates the lack of -
legitimate concern ﬁm respect to the impacts that cfoss-bm*ﬁéf ownership may have on safety.
Parties to the Ex Parte No. 582 proceeding, for example, did not show diminished safety because
of problems with the effectiveness of FRA’s oversight. Neither the U.S. operations of Canadian-~
owned U.S. railroads nor the Canadian operations of U.S.-owned railroads have given rise to
safets' problems. |

Nor has there been any reason for concern that U.S. .defepse operations have been

adversely effected by control of U.S. railroads by corporatlons iﬂccrporated in Canada —itself a

major partner with the U.S. in defense agreements and operatlons, All of the normal economic
incentives regardmg the provision of serv1ce apply to DoD Whlch is a shipper (as are the

industries that supply defense needs). So-do all of the serviqe_pb’hgatlons that attend a railroad

operating in the U.S., regardless of ownership. “And failmzidﬁﬁbafds of directors are bound by

fiduciary obligations that would be violated if they were - o attempt to subsume economic

incentives and behavior to a national political agenda_ Such a vmlatmn could not poss1bly

remain undetected and would engender the most senous govemment—to-govennnent TESpOnSES.

er; British Columbla, ‘and Wmm g,
shor f Lak ‘Erie i in Southem

*For example, BNSF serves the port of Vanco‘
M-.nitoba; NS has a’ substantlal presence along ‘the:Noi
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In any event, in the case of CN, potential concerns regaré]ri;gg;"t"oreign control” are partlcularly ‘ b,

misplaced, because CN is a Canadian corporation that is 80% owned by U.S. stockholders.?’
Moreover, special rules for transactions involving Canadian compﬁes would raise

serious issues under the North American Free Trade Agfégmént’ (“NAFTA”). Under NAFTA,

the U.S. has entered into a reciprocal agreement that generally affords Canadian investors and

investments “treatment no less favorable than that [the U.S.] accords, in like circumstances, to its

own investors with respect to the establishment, acquisition, expansion, management, conduct,

operaﬁon, and sale or other disposition of investments.” NAFTA Article 1102; see also id. at 1105

(guaranteeing minimum standards of “fair and equitable treatméntand full prémcﬁon and
security”). To now make special rules that would hinder or impede the ability of Canadian
railroads-to merge with U.S. railroads would be contrary to the NAFTA goal5 of “facilitat{ing] the

cross border movement of goods and services™ and cross-border investment between the U.S. and

Canada. NAFTA Ast. 102(1)(2).2® Even in individual merger proceedings, the Board should be

#During the Ex Parte No. 582 proceeding, DoD expressed concern that mergers conld
bring about abandonments that would impair defense capabxhtles :But, if the Board is correct
that there is little more to be.accomplished in the way of sheddmg unproductwe assets, future
mergers are unlikely to include abandonment proposals...CN and BNSF, for example, anticipate
no proposals for abandonments in their merger apphcatlon Abandonmenm subsequentto.a
merger would require separate Board approval pursuant. 10'49US.C. § 10903.: If and when
railroads propose abandonments, the Board may take defense concerns into account under the

“public convenience and necessity” standard of’; that sec'uon

2fn panwular, NAFTA secks to deﬂect umlateral achon _'.estabhshmg an mtematnonal '
. committee to review matters such as rail safety’ regulatlons }
- -Annex 913.5.a-1(2)(b). The U.S. has- ’sxgned to this commi
- Transportation’s Director of International Transportation and
; Boatd or its staff, which may reﬂect alnong'other re:




wary of requests fof protections that, individually or cu@l}lﬂti@ly, could undermine tﬁe -
enormously successful commitment of the U.S. to liberal}'trade policies acfoss North America.
Absent the most compelling and specific showings in thél;:ontekt of a particular transaction, such .
matters should be considered the responsibility of the federal departments imd agencies whose
primary missions are foreign pelicy and international trade.

The other two potential cross-border issues identified by the Board .:Iso concern
international trade, and they are also best left to intemational ttade processes and the expertise
that has come to bear in those processes. For example, the Board expressed concern that
domestic lumber might be disadvantaged in competmon w1th Canadlan lumber. There is a long-
standing international trade dispute over U.S.-Canada lumber tha; has been a matter of public
discussion, governmental investigation, and international negoﬁation and arbitration for many
years. That dispute is not related to past or future mergers nor is it a matter to be legitimately
resolved in the course of a merger proceeding. Any similar dispufe over grain should likewise be -
left to international trade dispute mechanisms. »

Likewise, the Board’s concem with the potential effect of cross-borde;_' traffic flows on
ports is a mater of the consequences of a change in the ﬂow of iﬁfémational trade. The Board
should leave such matters to the process of mtemanonal trade agreements such as the NAFTA. -
Moreo» er, the possibility of traffic shifts that could have sxgmﬁ ant adverse impacts ¢ on ceﬂam

U.S. ports and waterway systems is no dxfferent ﬁom-sh;_fts among US ports that may result S

" DOT, not STB.




from wholly-U.S. transactic us, and does not reqmreau ew rules. If such shifts occur, they”

would be due to market forces such as route efﬁcienci‘es and shipper preferences. The Boar(lv
should not attempt to deny shippers (and, ultimately, U.‘S.‘feensumers) ihe benefits of efficiencies
resulting from mergers between U.S. and Canadian raxlroads Particularly is this so when the
shifts in questlon are unlikely to be anywhere near a magnitude that would “imperil the
significant public investment in . . . port facilities.” No Oneuilfias presented the Board with specific |
evidence demonstrating that there would be harm of such nlégnitude, and the Board should
consider the matter too speculative to merit rules for drastlc marketplace intervention.
XI. SPECIFIC TECHNICAL RULE CHANGES |
CN is submitting as an attached Appendix Slxggestibns for technical changes to the
Board’s rail consolidation procedures governing the eontem of applications. Applicants in
“major” proceedings typically seek and are granted waivere of these provisions., The suggested
 revisions would bring the procedures into line with what CN understands to be the Board’s actual
information needs. ‘. ” |
CONCLUSION

The ANPR invites comment on a number of mdustry-wxde policy matters that should be

* treated as such, outside the context of a mxemakmg dlrected ; erger issues, including the

questlon of a two-railroad U.S. transcontinental structure CN elieves that there is opportumty .
for the Board to refine elements of the pubhc mterest' tandard relating to mergers, in pattlcular : e
to énsure that there w:ll not be severe: service! dlsn:ptlons during t the unplementn on phas . CN *

i examnanon of the merger 1ssues should conﬁrm that'the Boar resolve these types 0
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SUGGESTED TECHNICAL AMF ,MENTS

There are certain provisions of the Board’s railroad copsphda’uon procedures, governing

the content of applications, that are rarely used and/or are thesubject of petitions for waiver or
clarification in nearly every control proceeding that is classiﬁed as “major” under the Board’s

rules.?® The consistent practice of the Board and of applicants has made it apparent that the

regulations in their current form do not reflect the actual needs of the Board for information
about transactions presented for its approval. CN therefore re‘cbmniends that the Board amend

its regulations to bring them into line with the Board’s actual needs for information that is

relevant and material, and with its past practice in major control proceedings, thus avoiding the
pecessity for applicants to submit or the Board to process the lengthy and largely boilerplate
petitions that have come to be typical in such proceedings. The appfopriate revisions in this

category are ones regarding the subjects listed below.

ac. Corp,, Fmance Docket No. 32549 Decision No. 3 (ICC serVed Oct. 3, 1994); Union Pac. -
;p — Control & Merger — Southern Pac. Rail C gm Fmance Docket No 32760, DBCIS]OII No..

3 (ICC served Sept. 5, 1995); CSX Corp. — C Conrai
DocketNo 33220, Decxsmn No 7(STB selvedJan 24 1997),- orfolk

Docket No. 33388, Decxsxon No 7 (Q"B served M
. Hlinois Cent. Cg_rp STB Fmance DocketNo.-3355
. 1998). 2




A. Deﬁmtxon of “Applicant.”
_I_’ggc_g_mn_‘xgg@_tmr_x_ The Board should amend its rules to add the following sentence at the'

end of 49 C.F.R: § 1180.3: “The term “applicant” does notmclude a wholly-owned direct or

indirect subsidiary of an applicant, if that subsidiary is not a rail carrier ”

Discussion. Section 1180.3(a) of the Railroad COnéoiidaﬁon Procedures defines

“applicant™ as one of the “parties initiating a uansacuon - Many of the major control
proceedings before the Board involve transactions m whlch one rail carrier or railroad holding ..
company enters an agreement with a second rail ¢ catrier or holdmg company, in which one of the

parties sets up a shell corporation to serve as ths vehlcle for acqmsmon of or merger with the

other (e.g., in a triangular merger context).*? Typlca]ly, such';sﬁell corporations are wholly
owned subsidiaries of oune of the parties to the transaction. Thgy have no mterests or volition
independent of those of their parents and thus cannoi meéﬁipgﬁilly be considered to be “initiating
[the] transaction.” Even where such corporations are parﬁ;éj:to a merger agreement (2::d thus
arguable are, in a formal sense, among the initiators 6fé ;iaﬁsééﬁon), there is no benefit 1o the
Board, other parties to the proceeding, or the public ﬁ'om:cyétact_erizing those entities as

“applicants” for purposes of the Rail Consolidation Procedﬁ'r.es.”‘

3Such corporations often bear names contammg such terms as “Holdmg’ or
Acqulsmon > e T 08 v




te holding company has no interests or "

y, and there is no benefit to be
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B. Definition of “Applicant Carrier.”

Recommendation. The heading and first sentence of 49 C.F.R. § 1180.3(b) should be =
amended to read as follows:
(b) Applicant carriers. All applicants that 2 are. raxl carriers, and all rail

carriers regulated by the Board under 49 U.S.C . in which any applicant
holds a direct or indirect ownership interest. grea € 0%

Discussion. Section 1180.3(b) of the Raﬂroad Consohdatxon Procedures defines

“applicant carriers” to include “all carriers relatedfto ;thg -applxcant and all other carriers involved -

in the transaction.” An application under the Rail "Coﬂét_:’lﬂida’t.idn;Procedures must contain

detailed corporate and other information aboutevery entlty falhng within this definition,

including:

. copxes of the most recent Form IO-K for each such entlty § 1180 6(b)(1));

. copies: of the most recent Form S-4 reglstratlon statement (or eqmvalent)

$1 180.6(b)(2)),

. indication of all changes in officers nét‘ hstedonthe most recel%t Form R-1
(§ 1180.6()3)): e Tt |
the two most ?ecent arinual reports1s ued to the entity’s shareholders
Gussm@. |

The regulatmns‘d ) 'not deﬁne"el ”er arri




an express camer, a sleepmg car carrier, a water commo camer, a motor carrier, or a water

carrier. 49 U.S.C. § 11343(a) (1994) (repealed) It is therefore reasonable to conclude that the

term “carrier” in § 1180.3(b) extends to any -such:e‘ntlty Since enactment of the ICC

Termination Act of 1995, on the other hand, the Board’s rules 10 longer apply to any control

transaction other than one between or involving rail carn rs; and the Board has no need for arail -
control application to contain detailed mfoxmatlon about non-rml carriers (or, for that matter,

about any carrier not regulated by the Board. » Accordmgly, pphcants in ma]or control

provision have typically sought, and the Board has typi ically gr‘a‘n’ted, waivers from any

requirement to treat non-rail carriers or carriers with'no of erations as “applicant carriers”

for purposes of the regulations.

In addition, although the definition does not explam what carriers should be characterized
as “related to” an appheant, apphcants in recent con C ons have obtained Walvers;orv
clanﬂcatlons;,statmg that "apphcant carriers” do not: mc ude y camer in which an apphcant
does not have an ownershlp mterest greater than 50% _ .
Because such waivers and clanﬁeatlons are routmely granted § 1180.3(b) should be '
: .amended to reflect then' substance, and to prov1de tha app carriers” mclude only those s
o 'Board-regulated rail carriers in which atly app ant has an ownership interest, tjirect or ind;

_:{ of more than 50%




C. Information About Labor Impacts.

Recommendation. The Board should amend 49 C.F.R. § 1180.6(a)}(2)(v) to read as
follows:

(v) The effect of the proposed transaction upon apphcant carriers’
employees in the United States (by class or craﬁ or»non-agreement status), the

Location Classification Transferredto =~ Abolished: Créated Year

Discussion. Section 1180.6(a)(2)(v) of the leroad Consohdatmn Procedures reqmres an

applicant to discuss the “effect of the proposed transactton upo pphcant camers employees

(by class or craft), the geographic points where the i 1mpact w1 occur,:the time frame of the

impact (for at least 3 years after consolidation), and Whet_her’a_n em| eyee protection agreements o

have been reached.” This regulation is inchided in orderto enable the Board to diécharge its

statutory obligation to také;aceoxint of “the interest of rail carrier employees affected by the

’»vproposed transaction™ and to prov:de employee pro ective  ai gem_vex‘ifé as teqmred by 'iéw;‘_‘49
US .C. 88 11324(b)(4), 11326(a) g

"asth



to impose conditions in a rail control proceeding for‘bthé protection of the interests of exfiployécs »

outside the United States. Great N. Pac. & Burlington Lines, Inc — Merger —-

the Matter of Van Blaricom, 6 LC.C.2d 919, 929 (1990). Since the Board has no authority to
impose conditions protecting employees outside the United States, there is little purpose to

requiring applicants to include detailed infonnation about 1abo"ritﬁpacts abroad. The Board

should therefore amend its rules to clarify that detalled mformatlon about employee impacts §
1180.6(a)(2)(v) to add the words “in the Umted States aﬁer the words “The effect of the

proposed transaction upon applicant carriers' m’nployees

In addition, the rule does not explain’ the format in whlch the labor impact should be

submitted, and applicants therefore typically seek and obtain clarifications that the requlrements

of the rule will be satisfied by submission of a chart contammg a standard format. The Board

should therefore amend § 1180.6(a)(2)(v) to make mﬂegt _th_e substance of those clanﬁcations'.

D.  Form 10K.

Recommendatio; on. The headmg and ﬁrst sentence of 49 C F,R -§ 1180. 6(b)(1) should be ‘ T
replaced with the followmg ; .
(b) Form 10-K. (exh1b1t6) Submit (1);,"‘ most recent filing with the

Securities and- Exchange Commission: (SEC) uud er 17.CFR 249.310 by, each:’ Y
apphcant if made w1thm t]_:e year prior to the filing f the ‘pphcatlon, and (i) the ‘

' .,y..apphcatlon




Discussion. Section 1180.6(b)(1) of the Railroad Consolidation Procedures requires the
filing of applicant carriers” most recent Form 10-K wiih the Seéurities and Exchange
Cohlmission (“SEC™). In many case‘:‘,,»however, the rail carriers involved in a control proceeding
are wholly owned subsidiaries of 2 non-carrier holding company, have no publicly traded
securities. In this event, application of the literal terms of the rule would require submission of
any Form 10-K that may have been filed before the railroad set up a holding company structure,
and would not require subrﬁission of the holding company’s curvent Form 10-K, even though the
latter and not the former would be of any use to the Board in evaluating the transaction presented
for its approval. Applicants therefore typically seek and obtain waivers of this requirement that
would permit them to submit the Form 10-K for the appropriate holding company. The Board
should amend § 1180.6(b)(1) to make this option available in all cases in which a railroad has no

publicly traded securities.

E. Form S-4 (formerly S-14).

Recommendation. The heading and first sentence of 49 C.F.R. § 1180.6(b)(2) should be
replaced with the following: “Form S-4 (exhibit 7). Submit the most recent filing with the SEC
made under 17 CFR 236.25 by each applicant, and by each entity controlling any applicant, with
respect to any security related to the transaction that is the subject of the application.” The
second sentence of 49 C.F.R. § 1180.6(b)(2) should be amended by striking out “Form S-14" and

inserting “Form S-4” in lieu thereof.
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Discussion. Section 1180.6(b)(2) of the Railroad Consolidation Procedures requires
appiicants to “[sjubmit applicant can'ieré’ most recent filing with the Securities and Exchange
Commission (SEC) under 17 CFR 249.310.” The heading to this section i “Form $-14,”
reflecting the fact that when the Railroad Consolidation Procedures were adopted, the SEC
required filing of Form S-14 as a registration statement for securities issued in connection with a
merger or acquisition of control. Since then, the SEC has replaced Form S-14 with Form S-4,
which is described in the SEC’s rules at 17 C.F.R. § 236.25, rather than the section cited in
§ 1180.6(b)(2). And as in the case of Form 10-K, application of the rule by its literal terms
would be inappropriate in any context where the rail carrier involved is not publicly traded, and
where any relevant registration statement would be issued by a non-carvier holding company.
Applicants therefore typically seek and obtain waivers permitting them to submit the Form S-4
that actually relates to the transaction before the Board. Accordingly, the Board should amend
§ 1180.6(b)(2) to make this option available in all cases in which a railroad has no publicly

traded equity securities, in language substantially identical to that submitted in the appendix.?

»The proposed language would also limit the requirement of this section to registration
statements issued in connection with the subject transaction. This limitation would ensure that, if
a transaction would not require issuance of new securities, the applicants would not be obligated
to submit 2 Form S-4 that might have been filed earlier in some other context, and that would be
irrelevant to the transaction before the Board.
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extremely burdensome to, and applicants therefore fyﬁil:aﬂy qék and receive waivers that would

minimize that burden.

To the extent that officers and directors of a rail camerare shared by other rail carriers

within the same corporate family, that sharing simply reflects a control relationship that, unless it
predates the Transportation Act of 1940, must either have een approved as consistent with the

public interest or have been exempted from regui‘aﬁﬁ:ﬂ;Moreove;, to the extent that such ofﬁcer's» ;

or directors are shared with non-rail-carrier entities w1thm the ame corporate family, that fact

has little or no bearing on whether a proposed trmsactmn meets the public interest standard the

Board must apply in evaluating that transactxon. On the ther hand, situations in which twe or

more rail carriers not under common control- share ofﬁcers directors could be relevant to that

determination. In such sitnations, one rail system could exercls influence: upon another xail

system or railroad less obwously than in the case of outngh ontro] and the Board might

therefore prefer to have such instances brought to 1ts attentwn (For example, if two raxlmads

apply for authority- to merge, and each share ofﬁcers thh athird railroad, the Board m:ght ﬁnd

the combined influence: of the two applicants on the thud railroad to be significant — and posmbly

anticompetitive — even if the proposed merger would not;clearly glve the combmed entlty con&ol

. over the third rallroad.) Accordmgly, CN would propose that. pphcants be penmtted to

h ‘dlsregard common oﬁcers and dlrectors wﬁhm 'smgle corpo 7

- only those mstances in whxc , two or more rax]mads. m diff



Intercorporate Relationships. N ;
Recommendation. ©“N recommends that thejﬁogid"replace the f_irst sentence of 49 CF ]

§ 1180.6(b)(8) with the following:

(8) Indicate whether there are any du'ect or mdlrect mtercorporate or
financial relationships at the time the apphcatlon is filed, not disclosed elsewhere
in the application, through holdmg compames,’ pwnershlp of securities, or

otherw:se m whxch apphcants or thei afﬁliates’own or control more than 5% of

the same ‘meaning as “affiliated compames
System of Accounts, 49 CF.R. Part 1201

mtercorporate or ﬁnancml telatnonshxps between applicant

families. In the; past several major rail control p oceedings,; apphca.nts have sought and obtamed

waivers that have penmtted them to dlsregard @ minimis latlonsh1ps when provndmg thxs

information. The Board should therefore »amend»4 180 6(b)(8) to reflect the

substarice of those waxvers and to prowde that the reqmrement nly extends to those

relatmnshlps mvolvmg ownerslnp by Apph ants their affiliates of more than 5% of a ion-

5 'vaﬁilmted camer s stock,'mcludmg those relatlonshlps in which a group aﬂihated with: Ap ‘ can

- owns more than 5% of a ncn-afﬁha d c’




For major trahsacfions, » qp'p_luc,a, n shall contain pro

forma financial statements sho ects’

Noththstandmg any oth _' pro

consohdated basis if that method'of presentanm is reagonably

appmpnate to portray the financial effects of the transaction on the

rmlroads ‘toat are the: subject of the mmsactlon

Discussion. 3In\th“é past several ‘in'ajot control proceedings, applicants have subrmtted g[g

for gm balance sheet income statent, and sources-and apphcanon of ﬁmds statements req ed
by § 1180. 9(a)-(c), ona consohdated basi ‘The submxsswns have not amused any

controversy, and have provxded the Board w1th more meanmgful mformatzon that has 1mproved

the ability of the Boa:d to evaluate ﬁnan‘c; effects of the proposed transact;on. The Board







OVERVIEW OF STATEMENT

On March 31, 2000, the Surface Transportatidn ﬁdérd*(the “Board”) issued an Advanced -
rocedures (the “ANPR™). Thie Board

11d revise our rail merger po

Notice of Proposed Rulemaking on major rail consolidati

stated, “the time has come for us to cons:de. wheth Wi

with any eye toward affirmatively enhancmg, raﬂrer erving, competition.™

The Board identified a number of other spe areas that it proposes to reevaluate

as part of its analysis of the Board’s overall re n toward railroad mergers.

policy areas include downstream effects, competlto acce ‘one-lump” theory, “three- C

issues” and strategic altcrnatives to mérgersiiamohg th

I have applied my trammg and expenence as ‘al economist to evaluate the current. stam
alth and stability of the rail mdustry an
ent presenﬁs my findings. I

the rail mdustry, the role mergers will play m the future
the regulatory changes that the Board is consldenn

lar, over the past seventeen y

I have extensive. anutrust expertlse and expenenc particu]ai_r, to the competi

ramifications of mergers and acqlusmons My 0! etitive aﬁalysw of over

transactions in the last seven years has spanned orth Ame'rican industries d
\ grains and agricultural products
thers. My experience in thme
respect to the general po

rely on rail transportation for their competitiy.é’n_gss inclu

sugar, salt, fertilizers, chélﬁicals, and forestry roducts
projects bears d:rectly on the conclusmns

questions and speclﬁc combmatmn—rela’ i




Thave considefedtheBoard’spropoSéls v 3 yzedthepofential these éhahges Ve

to serve the public interest. Based on my analys:s 1 reach i the following conclusions.

Railroads remain in the best posmon :(and‘ are mandated by their fiduciary .

&ake the complex and fact-mtensxveﬁ

responsibilities to their shareholders) tol
process of identifying and evaluat;ng gfﬁcxer_x ‘and profitable ventures, including
mergers, This Board historically”has“ﬁeﬂaﬁl:éd these undertakings to proceed

successfully, while implementing .on a: c

against the exercise of market power Thls ability ensured that business

combinations and other su'ateglc acuons of raxlroads, under careful review by the

Board, served the public interest. By contm g to employ this careful, case-by-

case evaluation of business combinatio Board will continue to protect and

enhance the welfare of consumers,‘ shlppers

Railroads have not exhausted the welfm'e- nhancmg benefits of mergers. The

reduction of redundant capacity - formed basmv';'for significant efficiencies and

increased viability achieved through merger in ""twenty years since the Staggers’

Act. Ttby no means represented the sole ‘ gmﬁcant basis fori nnprovements in rail
service and efficiency. Indeed; key factors ludmg network reconﬁgutat;cn e
and extension, enhanced cconomws and produ fferentiaﬁo_n through lehgth of

haul increases, and improved uuhzatlon and management of rolling stock —

continue to offer the potenual,forvlaxge gain

efficiency and social welfare
through merger. ' :

Some specific proposals: for enhancmg"compehhon that thc Board considers e
addressing i in rml merger pmceedmg including most notably competxtwe access;

,should not be_ addressed in the ontex of e'. Board’s merger pohcy







network restructurmg and reconﬁgm‘atxon :that were:in the pubhc interest w1th a minimum o

regulatory intervention.

Again, no one questlons thata s1gmﬁcan ompo _ent of the: fﬁclencxes reahzed o
rail mergers were generated through downémng ] r example, in: 1976 fifty- two C]assI i
in the United Jates mamtamed 185,000 imles of road; At present, five U. S Class rallroads
' remain along with Canadxan Natlonal’s U S
. U.S‘presence. In 1298- ) '_ erailr
.ownadm 19783 s




traffic onto more efficient systems, but also by exﬁaﬁding output through innovations in technol gy
and management, by enhancing service quality and by reducing prices. For example, thé'-ri'sq of
intermodal containerization m the 1980s reflects each o thése changes. Network rationalization
and the ability to negotiate long-term service contracts:e ed railroads to serve their customers
by undertaking speéiﬁc investments. These invesﬁnen’;s to offer competitive intermodal service

included capabilities for double-stacking containers andjimﬁ;oved interline capabilities.

ed (though ‘at times with significant
transitional delays and costs). The Board has soughtto maintain competition through Board-

Proposed merger efficiencies have largely been re:
initiated access provisions at so-called “two-to-one” po and monitoring of post-combination
performance. This sequence has resulted in an establishe nd predictable regulatory approach to

evaluating rail mergers. Mergers that generdte net efficiencies and increase welfare will be

permitted but only with a review process in place to ensure that opportunities for enhanced
profitability through the exercise of market power do ﬁp

Recent rail mergers have enhanced efficiency and ot
on expanded single-line operations. This emphasis is
Average Length of Haul (“ALOH”),* arising in part from
addition to exploiting opportunities to combine/divgstil

ted dramatically by increases in

ensity traffic routes, rail mergers of .

1 ALOH is defined as the ratio of total revenue ton»miles of fre:ght 1 e:iue tons of freight. (See
http://www.stb.dot.gov.) ; i

The STB has recogmzed

onsolidation in recent years. In- - ;




the 1980s also. enabled the merged ﬁrms to expand c perationsi This eXpansic

quite sxgmﬁcant, 1S ,demonstrated bya2l percent incréase in AL OH for Class rmlroads-betwem :
1979 and 1989 (595 mlles to 723.miles). These A gh opportunities were clearly
exhausted in the u'ansacuons of the 1980s. ALO in ve e ntmued to where ALOH in ,1998
stood at 835 mﬂes, a 15 5 percent increase o r

concentrated at ranlroads that have undergone o




1978 totaled 858 billion.” By 1998, Class I rail fre'ivg"h rose to 1.4 trillion revenue ton-hiiies, an '
increase of 63 percent from 1978.2 3 i

B. Future Considerations

The Board has concluded that “[i]t does not appear that there are 51gn1ﬁcant public interest.

benefits to be realized from further downsizing or ratxonalmng of rail route systems, as there is

little of that activity left to do.”> Whether or not this is true; v,the concluswn does not imply that

rerate &gmﬁcant additional pubhc;-";.
582 seems to imply, or that nnltoads
cture investment.'® In fact, the  ? :

further merger activity in the rail industry is unhkely to

benefits, as the remainder of the Board’s opinion in Ex Par

should turn their resources away from mergers and vtow’?ir

two may be mutually supportive rather than mutially exc '

efurther is, in fact, direct evidence not

The railroads’ continued determination to consoh :

only that additional efficiéncies and benefits can be; ] gh merger, but also that the pursuit ‘

ofthese is a welfare-enhancing use (froma societal perspec of the financial resources available
to the railroads. From the previous section, recall that rallro 1ds seck to maximize value to their
| value of the road’s profit stream.

It is the fiduciary obhgatmn of each railroad’s board to pur e'thxs objective prudently.

shareholders, where “value” ismeasured as the present dlseoun

alludedto_above,rallroadscm-.' B

tways: 1)i increasing efficiency :

How do railroads improve profitability through merg 1?7 A
improve proﬁtabxhty through merger in potentially three

(lower costs, same output); 2) enhancing utilization (greater output), or 3) i Aeasmg market power

(higher prices, reduced output). 1 These possibilities ar no mutually exclusive. The Board has

safeguards firmly in place under its existing approach torail. merger review to ensure that matket- L

7 “Rajlroad Facts,” 1986, p. 29.
& “Railroad Facts;” 1999, p' 27,
i AsquotedmANPR,p 3.

How m:prove pmﬁtablhty thro



ds continue to seek to mei_-gg-?)éc

power-based profitability is not available to railroads. R
they seek to enkance profitability through impro

of which are welfare-enhancing pursuits to be eﬁbqur :

cy and greater asset utilizatiéh, both

by policymakers.

hat the parties involved believe it to ‘

Any proposed railroad combination, by th ,

be in their financial best interests (accounting f sible transactions), represents- a

transaction that dominates alternative hansactlons mvolvmg the mergmg firms. The simple

economic logic that underpins antitrust policy — tha ,absent z ability of a firm to exercise market

power (i.e., restrict industry output), strategic actionis by will not harm welfare — ensures

y future transactions that might involve the

merging parties, are not expected to generated aslarge a sucam of beneﬁts as the transaction bemg

granosed. For example, a transaction ’betw A4 and B may preclude altem.mve )

transactions between A or B and another party. T lude future transactions mvolvmg '
" ! g 5 A revealed that their combination .
produces the gréatpst benefits (both current a.ndfu ot enefits that might arise as aresiilt i

of future transactxons) of potential strategxc‘

ing altemative combinations.-

Conversely, if th..

ample) would generate greater
ture n-ansactions) than a merger



public interest.

‘Tl ANALYSIS OF PROPOSED RULEMAKING




gs: into the merger review




The unposmon of costs unrelated to a propossd combmatlon would distort the incentives: of g
railroads to undertake welfare-enhancing business combmatxons and thereby reduce welfare absent
the regulation. Also, such an ad hoc approach to: merger regulation would add significant

uncertainty to the erger process, as ﬁrms in thelr evaluanons of potential merger beneﬁts

(including traffic diversions and utilization studxes)/_wou be unable to- determme with sufﬁclent

certainty the post-merger configuration of their netWork.f ; 1 _y consideration of competitive access

to shippers should take place outside of the mcrger review process

In the contzxt of “enhancing competition,” the Boar' also has invited comment on the “one-
lump approach to end-to-end transactions where one of the ﬁlerging parties has sole access to a

given destination, while the other competes with two or‘-ymyére railroads in feeding traffic to and

from the sole supplying road. Currently, the Board recogmz s (correctly) that the combination of

the two firms on an end-to-end basis creates no mcremental pportumty for the exercise of market :

power, and the Board therefore grants a rebuttable presumpuoil that no remedy is required.

As is often the case with “vertical transactlons of ﬂ]ls» nature,” the appropriate area of

antitrust inquiry (if any exists) is to address vertical forcclosure issues: would the potential denial’

ofaccess tothe captnve route impose inefficienicies on the mer g firms’ rivals along routes where . -

they compete? Such concems, fortunately, can be tested: emp i

Indeed, it is my present understanding that, since the * one-l . ” ".approach was adopted abbut 20
years ago, no railroad or shipper has demonstrated the hkehhood that a merger would result in any
such competitive harm. We would expect this' to ‘e the case since the economics of raﬂroad‘ v
: ose a rival would be unlikely.
e—lump situations. Thetefore, k

p” theory of granting a rebuttable @
presumption of no competmve effects of such vertxcal transacﬁoné.

service indicate that success of any attempt by"' a raitroad

No competitive limitations appear to require remedl
the Board should not alter its current policy undet the “o 1e-]

ally based on historical conduct. - y :




" Board better to assess the welfare effects of merg'e

D. Downstream Fffects

The Board has proposed to eliminate the “one caseat a tlrne *rule under which mergers are
evaluated with respect to the net public benefits that the. transacuon will generate assuming the
remainder of the industry will remain at the status quo Under the rev1sed approach, the Board
would examine “the likely ‘downstream’ effects of a proposed transaction, including the hkely

strategic responses to that transaction by non-apphcant raxlroads »17 What is unclear in this

proposal is how. the analysis of the strategic responses of : tlnrd parties will factor into the

consideration of a merger between two parties.

Three possible considerations may arise. First, the Board could attempt to predict e
effects of downstream changes on the absolute size of ﬂleerrtic"'ipated net public benefits that the

newly merged firm will generate as a result of a proposed transactwn Second, the Board could .. . -

attemnpt to predict future industry structure to try to assess the net public beneﬁts of the transaction,

directly under consideration and the structural changes that the eurrent merger will cause. Last,

the Board could attempt the equivalent of full social plannmg, where every transaction represents -
a node at which the net public benefits of all transactlons mcludmg dzrect alternatives to the
proposed merger, would be evaluated and weighed to ascertam the “best” combinations. To

evaluate the merits of any of these undertakmgs 18 one need eigh the costs of collecting the
information needed for the undertaking agamst the i mcrem
regulatory oversight to assess more accurately the we '_ts of proposed transactions. I
vise would be enormous; (n) the
i) thi undertakmg would not enable the '

oﬂxereombmamms for any of the :

conclude that: (i) the costs of any such mfonnatmn—gath 1g |
information collected would be of limited quality; and,

considerations identified above. Therefore, the Board should couuaue to employ its exnstmg pohcy g

and review each proposed combination on its owrx ‘merits. If Jt,drd change-its rules, the I

gain associated with the ability of - ’




would impose substantial external costs on proposed combinations and increase the risk of denji;‘;g. +
combinations that enhance social welfare (with no concomitant reduction in the risk of approving. :

combinations that reduce social welfare).

1. Predicting Future Industry Structure to ;As_sess-!lie Absolute Nature of the
Anticipated Net Benefits of the Proposed Transaction

When evaluating the likelihood and magnitude of the proposed synergies and efﬁclencxes
that a specific transaction might generate, the Board: rmght undertake an assessment of the effects
of future industry structure and future competition on the antlcxpated net beuefits of the proposed '
transaction. Under this approach, the assessment of the llkely strategic responses of other firms
would be considered probative in assessing the welfare- effects of a proposed transaction.

‘What net benefits could the Board anticipate ﬁ'om undertakmg such an analycis? The costs
of such an undertaking are obvious. Yet the quahty of mformatmn from this undertaking would
be potentially limited. These data would need to prowde'extensxve traffic projections, operating
plans and cost synergies, and investment strategles form mergers that have not only have yet to be
announced; they have yet to be even contemplated by the: partles potentxally involved. Firms that
are directly involved in the merger process hire consultants and dedlcate significant mtemal
resources to studying these issues. The likelihood that ﬁrms not even oontemplatmg a transactlon
would dedicate the resources and time necessary to produce rehahle forecasts for the Board to .

utilize effectively in evaluating an antecedent transactxon , eems quite remote. This may be

particularly true if the transaction under review isone thm may mtensnfy competition for the partles 2
from whom the Board seeks information.’® In the case of othp; announced transactions, the parties. .

¥ Indeed, the information may be the product of firm oppormmsm “For xample, such a burden on “first in”

mergers would create perverse inentives for other railroads to ly that inefficient future trafisactions will -

ensue asa result of the first merger. Compentorsand er. third 'wouldseektostaveoffthe

competxtwe vigor that the first merged firms might exact on ther s aresult, the regulatory ‘burden ‘would 1 ot
Ju,st 1mpose addmonal ‘costs’on the first applmants nt oould harmfthe ‘public as well hy denyxﬂg,the blic
access 1o more vngorous oompetxhon The hypoth i nature of the whole inquiry would msan that
mtemsted i blockmg a ility ]

- ptovu:le to ﬂne Board




to those announced transactions will be the best sources '}

their transaction, e.g., as the operating plan (which woul

effects of one transaction on another). But, the delay in.accessing that information may be

significant and other transactions may be announced in vthat dela y (raising the question of when the‘, L

analysis is complete and creating opportumtles fo_r 101 up by competitors, all with httle“

countervailing public- benefit and significani costs ﬁ‘dmfthe delay of welfare-enhancing .

combinations).

Even if the Board could collect high quality infbnﬂa"dn on downstream transactions at .
little cost, the Board’s analysis of such data would not ‘add reraentally to the assessment-of the. -

welfare effects of a proposed transaction. This would notbe any analytic shortcoming on the

Board’s part. It would stem simply from the fac ng parties, motivated by prlvate Y,

incentives, already would have undertaken such anexeréise explicitly or implicitly, with the . -

best information available to them.?

Thus, for example, when the managements' of railr ] _ fr'and B are evaluating whether to
merge with each other, they have the incentives’ to cons er; at 1mphc1tly, whether they will be
anid D, or with these railroads as -

robabilities that it would be: able:

competing with a rallroad formed by the merger of ﬁrms

independents. A/B Would have private mcentlves to. asse

to realize the beneﬁts of lts merger, these beneﬁ;s a;re 1ts only»

ower. The moving partles (A

their transactmn which would




offered by the merged A/B were matched by C/D;an ou n Vthat public policy should favor:
welfare must be lngher from the increased competmon - .

2. Predicting Future Industry Structnre fo. Asses the Net Benefits of the Current an'd 3

Future Transactmns , .
Altematwely, the Board could evaluate'a proposed busmess combination on the bas1s of ;.

the aggregate net benefits of the proposed combmatlon .the net benefits of any future mergers

that might arise as 2 conseguence of the transaet: un iew. This approach also places
unnecessary burden on the parties that move

an ead the Board to restrict welfare- . -
enhancmg combmauons It shares with the propo _ o

above the large private and publi

costs of information. gathermg and the incentive problem ot truthful and.complete revelation of :
nonvenﬁable mformauon by interested’ partxes ‘The:costs nly would be higher as the parne :
attempt to document the merits and costs of downslream tions. As above sucha regulatory :
n tlns ard (and the partres toa proposed:

1ve effort of predicting welfare

approach also would place unnecessary burd

combination) to engage-in a highly specula'

consequences of multlpie merger permutations: in the (po ’ txally distant) future.

A number of other factors indicate thatrsuc 14 would be in opposition to the
public interest. Fust the Board need not conmder the effects.of downs!ream mergers as a cost i

the current merger. Ifa mergerthat generates net benefits regardless of futm'e mdustry structure

can clearly act —at the ume of the second merg |

net pubhc beneﬁts of the ﬁrst transactmn are r' ta
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3. Predicting Future Industry Structure to Assess the Comparative Benefits of

Potential Merger Scenarios

Finally, the Board could undertake an evaluation of all potential permutations of business
combinations — including those that might arise if the first-in combination were not allowed —
to determine which possible combinations would maximize welfare. In theory, this approach
would seek to nullify a first-in merger that forced subsequent suboptimal consolidations in some
future round. Note that this exercise is particularly worrisome since the first-in merger represents
a transaction that must generate the greatest mutual benefit (here efficiencies) for the merging
parties when compared tc any other transaction because the parties agreed to their transaction over

all other available alternatives.?

Under this approach, the Board would be required, in effect, to evaluate accurately all
possible merge. permutations and their net public benefits and then to prescribe the final structure
of the North American rail industry, at the time of the first-in merger application. Such an
undertaking would be of enormous complexity and would cast the Board in the role of a pure social
planner. Additionally, the process would again place third parties in a position where they could
seek to “game” the regulatory system to achieve firm-optimal, though socially subopt'mal,

outcomes.?

2 In an exireme and oversimplified model, assume only four railroads exist. .4 proposes to merge with B and
generate benefits of $100 miilion. C then merges with D and generates $10 million. In the alternative, C
raerges with 4 and generates $60 million, while D merges with'B and generates $60 million as well. Under the
proposed approach, the Board would deny the 4/B merger, in effect leaving as the only option the 4/C and B/D
combinations, since the aggregate benefits under 4/C-B/D ($120 million) exceed those under A/B-C/D (3110
million).

2 In order to consider the firm-optimal but socially suboptimal outcomes, return to the previous example ;&ith the -

assumptions that A/B will again generate $100 million, and C/D will generate $10 million. Now assume that
A/C will generate $20 million, and B/D will generate $20 million. Now the 4/C-B/D sequence offers $40
million in public welfare, while the 4/B-C/D combination is far superior at $110 million. Yet, in this situation,
both C and D would attempt to block a proposed 4/8 combination. Needless to say, if C atternpted to acquire 4,
A would not agree; an attempt by D to pursue B would yield the same result.

83
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Social planning exercises, such as those proposed in the second and third scenarios above,
are fraught with enormous informational burdens and potentials for opportunism and are of no or
dubious benefit for evaluating the welfare effects of a proposcd transaction. The first proposal is
duplicative of undertakings by the parties to the proposed tr. nsaction. For these reasons, it is in
the public interest that the Board continue its current policies of evaluating mergers on a case-by-

case basis and on their own merits.

E. Promoting and Enhancing Service During Implementation

Recently, shippers have vociferously stated their concerns regarding the negative impacts
that post-merger difficulties of some recent combinations have had on service quality during
implementation at the combined roads. The Board has proposed that, as part of the merger process,
it will seek to evaluate how these costs can be reduced or, at a minimum, how shippers’ burden of
these costs can be reduced. Service guarantees by merging railroads provide an economicully
rational and effective means by which to reduce these shipper-bome costs and risks. Under a
service guarantee, railroads would have the incentives to account for the burdens of service
difficulties on shippers and, therefore, to act to offset these through improved merger

implementation.

Recent post-merger difficulties have generated significant added costs and revenue
shortfalls at the constituent railroads during implementation. These difficulties also have generated
higher costs and service problems among shippers. As I understand the Board’s current merger
review process, railroads have not been required to bear (i.e., “internalize”) any of the indirect costs
that a proposed combination may impose on shippers (a transitional “externality”’).* The economic
problem that may develop as a result of this externality is that railroads may faii to consider the full
social costs of transitional service difficulties. In general, to ensure the devotion by railroads of

additional resources to resolve transitional service difficulties, railroads should bear some, though

# Railroads do bear the concomitant loss of revenues and business goodwill from service difficulties.
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